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Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial 
statements of investment companies with an overview of recent 
economic, industry, regulatory, and professional developments 
that may affect the audits they perform. The AICPA staff has pre­
pared this document with the assistance of the AICPA Investment 
Companies Committee. It has not been approved, disapproved, 
or otherwise acted upon by any senior technical committee of the 
AICPA. The AICPA is thankful to the U.S. Department of Treasury 
for providing the information on money laundering contained in 
this document.
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Investment Companies Industry 
Developments— 1998/99
Industry and Economic Developments
What significant industry and economic developments are relevant to 
the audits of investment companies?
The year 1998 was one of give-and-take in the investment company 
industry. At midyear, after months of attracting record-breaking 
fund inflows, and gaining 13 percent in total industry assets from the 
end of 1997—the result of continued strength in the domestic econ­
omy—the industry was forced to give back some of its gains. Follow­
ing repeated warnings that U.S. corporate earnings would soften due 
to deepening recessions in Asian economies, the global and domestic 
outlook turned decidedly bleak in the third quarter, and the Dow 
Jones Industrial Average (DJIA) began its decent. Over a six-week 
period, the DJIA plunged nearly 1800 points or 19 percent from its 
record high of 9338, the result of severe investor anxiety over a 
worsening global economic crisis affecting Asia, Russia, and Latin 
America, and political concerns at home and abroad.
During the third quarter of 1998, a number of equity and bond 
markets, particularly in emerging economies, suffered significant 
declines due to political and economic factors. Currencies of sev­
eral nations declined as well. Of particular concern to investors 
was the devaluation of the Russian ruble and Russia’s de facto de­
fault on hundreds of millions of dollars in debt. In Malaysia, the 
local government fixed the exchange rate of its currency, the ring­
git, and imposed controls over the flow of capital outside of the 
country. Toward the end of the third quarter, the Federal Reserve 
Bank organized a private bailout by a group of elite banks and 
brokerage firms of Long-Term Capital Management, L.P., a huge 
hedge fund with an estimated exposure of $1.25 trillion to inter­
national markets, on fears that the fund’s imminent collapse 
would damage world markets further.
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The table below illustrates some of the significant securities market 
declines that took place in 1998.
Percentage Decline in Foreign Market Indexes 
between 12/31/97 and 9/10/98
Hong Kong 26.8%
Singapore 43.5%
Mexico City 45.4%
In light of these declines, auditors should consider the possibility 
that economic conditions existing in the jurisdictions in which 
funds invest might have increased the level of inherent risk of the 
audit, even introducing going concern considerations among 
funds that had concentrated investments in these jurisdictions or 
used significant leverage to obtain those investments. Further, the 
investment company may have adopted special procedures, or en­
gaged in nonrecurring transactions, to address operational or in­
vestment risks that have arisen during 1998, which may increase 
the inherent or control risk of the audit. The auditor should gain 
an appropriate understanding of all such procedures and transac­
tions to determine their effect on the investment company’s fi­
nancial reporting and disclosures.
In addition, economic declines in a number of emerging markets 
have impaired the capacity of many issuers of fixed-income securi­
ties, both corporations and governments, to service their debt, 
causing actual or potential defaults in the payment of interest and 
principal. AICPA Statement of Position (SOP) 93-1, Financial Ac­
counting and Reporting fo r  High-Yield Debt Securities by Investment 
Companies, provides guidance on the accounting for accrued in­
come and purchased interest in connection with defaulted debt se­
curities, and should be consulted as such situations arise.
Global events notwithstanding, rapid growth in the industry over 
recent years (growth rates exceeding 25 percent1 were achieved
1. Statement on Auditing Standards (SAS) No. 56, Analytical Procedures (AICPA, Profes­
s ional Standards, vol. 1, AU sec. 329), requires that auditors use analytical procedures 
during the planning and review stages of all audits. Statistical information such as 
the type shown may be useful to auditors in applying the provisions o f SAS No. 56. 
A listing of auditor Web sites appears in appendix A.
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for each of the three years ending December 3 1 , 1997) has spurred 
unprecedented growth in available products as well as many new 
entrants. Nearly every imaginable investment objective has been 
created—in fact, there are more funds in existence today than in­
dividual stocks listed on the New York Stock Exchange. This ex­
plosive growth has created a fiercely competitive environment, in 
which investment companies have been under pressure to improve 
(or at least maintain) investment performance, broaden product 
lines, cut expenses, and secure new distribution channels (includ­
ing the Internet) domestically and internationally. Auditors need 
to be particularly aware that this competitive environment, cou­
pled with recent market conditions, may cause additional strain 
on an investment company’s operations and existing internal con­
trol, which could manifest itself in activities such as—
• Yield stretching (a portfolio manager’s investment in 
higher yield (and therefore, higher risk) financial instru­
ments than the manager normally would consider).
• Deploying higher risk and permissible, but seldom-used, 
investment techniques.
• Pressures exerted on the timeliness and accuracy of fair 
value procedures (such as concern about whether the board 
of directors is sufficiently involved).
• Illiquidity concerns.
If the auditor concludes that additional strain has been exerted 
upon the entity’s operations and internal control, he or she may 
find it necessary to assess control risk at higher levels for some or all 
of the financial statement assertions, and to adjust the audit scope 
accordingly. Further, the auditor may conclude that weaknesses in 
internal control constitute significant deficiencies in the design or 
operation of internal control that could adversely affect the invest­
ment company’s ability to record, process, and report financial 
data, in which case reportable conditions exist. In such circum­
stances, auditors should refer to Statement on Auditing Standards 
(SAS) No. 60, Communication o f  Internal Control Related Matters 
Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 
325), which provides guidance in identifying and reporting condi­
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tions that relate to an entity’s internal control observed during the 
annual financial statement audit. In addition, the Securities and 
Exchange Commission’s (SEC) Form N-SAR requires auditors of 
registered investment companies to report on an investment com­
pany’s internal control (based on the procedures performed during 
the annual financial statement audit), including control procedures 
for safeguarding securities (see paragraph 8.24 of the AICPA Audit 
and Accounting Guide Audits o f  Investment Companies).
Significant fluctuations and uncertainties in the global economy 
and capital markets underscore the need for auditors to carefully 
evaluate the reasonableness of a fund management’s securities val­
uations. Before evaluating the reasonableness of these valuations, 
the auditor should gain a sufficient understanding of board-ap­
proved procedures and their applications, particularly when the 
fund invests in rapidly changing or uncertain markets (such as 
Russia or Southeast Asia), industries (such as technology), or 
classes of investments (such as certain types of mortgage-backed 
securities). In these circumstances, the auditor may need to spend 
additional time to fully understand fair value procedures and ap­
plications associated with these types of investments.
Some of the factors that auditors may wish to consider in assessing 
valuations for reasonableness are—
• Lack (or cessation) of trading activity in certain markets to 
the point where market quotations are unreliable.
• Timing differences between the close of foreign markets 
and fund pricing where significant events have transpired 
after the foreign market’s close.
• Imposition of trading halts during periods of excessive 
volatility.
• Worldwide stock market volatility and instability.
• Competitive pressures leading investment companies to 
adopt new trading strategies.
See the “Audit Issues and Developments” section of this Alert for 
a further discussion of valuation issues.
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The unexpected and far-reaching turn of events affecting several 
global economies and capital markets has significantly affected 
the investment company industry, surprising even long-time 
observers. In August, the industry experienced its first net out­
flows from equity funds in more than seven years (most of 
which was money shifted into more conservative bond and 
money market funds). Emerging market and junk bond funds, 
victims of global economic turbulence and investors’ flight to 
the safety of U.S. treasury securities, suffered devastating de­
clines in value and significant redemptions, causing some liqui­
dations. And with recent events exacerbating the highly 
competitive environment of the investment company industry, 
analysts expect competitive pressures to continue to mount, 
pressing firms to improve or maintain investment performance, 
to better rationalize their cost structure and committed capital, 
and to more actively consider alliances and consolidation op­
tions. At this juncture, industry experts are divided as to 
whether the full extent of the damage caused by the global 
events of 1998 has been realized and what the prospects for 
fund flows will be through the remainder of 1998.
Executive Summary— Industry and Economic Developments
• The investment company industry, which attracted healthy inflows 
in the first half of 1998, experienced outflows after midyear, espe­
cially from emerging market, international, and junk bond funds.
• Economic declines in a number of emerging markets hit home by 
mid-1998, driving U.S. stock prices significantly lower and causing 
major domestic economic uncertainties. Such declines and the 
adoption of special procedures by firms to address operational or in­
vestment risks may increase the inherent risk of the audit.
• Due to extreme volatility in capital markets worldwide and the slow­
down of activity in some markets, timing differences, and imposi­
tion of trading halts in certain foreign markets, auditors may wish to 
reassess the relevance of a fund management’s valuations of its secu­
rities portfolios.
• Auditors may wish to consider the effects of rapid growth, competitive 
pressures, and cost cutting on an investment company’s internal control.
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Regulatory and Legislative Developments 
SEC Regulations
What are some of the final rules issued by the SEC since the last 
Audit Risk Alert?
Many investment companies are required to register under the 
Investment Company Act of 1940 (the 1940 Act), the Securities 
Act of 1933 (the 1933 Act), the Securities Exchange Act of 1934 
(the 1934 Act), and with various state security commissions. Au­
ditors of investment companies should be familiar with the provi­
sions of these regulations before undertaking audits of these 
heavily regulated entities.
The SEC issued the following final rules since the last Audit Risk 
Alert:
Simplified Calculation o f  Registration Fees. The SEC amended the 
rule and the form under the 1940 Act that prescribes the method 
by which certain investment companies calculate and pay regis­
tration fees under the 1933 Act. The amendments implement the 
provisions of the National Securities Markets Improvement Act 
of 1996, which simplifies the method of determining the amount 
of those fees. Effective date: October 11, 1997.
Amendments Relating to Multiple Class and Series Investment Com­
panies. The SEC adopted amendments to rule 18f-3 of the 1940 
Act, which permits open-ended management investment compa­
nies (mutual funds) to issue multiple classes of shares representing 
interests in the same portfolio. The amendments extend and clarify 
the methods by which a multiple class fund may allocate among its 
classes income, gains and losses, and expenses not allocated to a 
particular class. The amendments also clarify the shareholder vot­
ing provisions of the rule. Effective date: November 10, 1997.
New Disclosure Option f o r  Open-Ended M anagement Investm ent 
Companies (Mutual Funds). The SEC adopted a new rule that per­
mits a mutual fund that registers on Form N-1A to offer investors 
a new disclosure document called a “profile,” which summarizes 
key information about the mutual fund, including the fund’s in-
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vestment strategies, risks, performance, and fees, in a concise, 
standardized format. The new disclosure option gives a fund’s 
prospective investors a choice about the amount of information 
they wish to consider before making an investment decision. Effec­
tive date: June 1, 1998.
Form N1-A Amendments. The SEC adopted amendments to Form 
N-1A, the form used by mutual funds to register under the 1940 
Act and to offer their shares under the Securities Act of 1933. A 
key component of the new form is the “Risk/Return Summary,” 
to be included at the beginning of every prospectus. Basic com­
ponents of the Risk/Return Summary include—
• Investment strategies and objectives, and how the fund will 
attempt to achieve those objectives.
• Risk/return information, which includes a discussion of 
the principal risks of investing in the fund. This discussion 
should inform the prospective investor of the risk associ­
ated with the fund’s portfolio holdings as a whole, and the 
circumstances that might adversely affect the fund’s total re­
turn, net asset value, or yield. Funds may choose to describe 
the type of investor for which the fund was intended, the 
types of investment goals that may be achieved by invest­
ing in the fund, or both.
• A bar chart that indicates the fund’s annual returns for each 
of the last ten calendar years.
• A performance table comparing the fund’s average annual 
returns over the last one, five, and ten calendar-year periods 
to a broad-based securities market index (such as the Stan­
dard & Poor’s 500), including a brief explanatory narrative 
and disclosure of the fund’s best and worse returns for a 
quarter covered by the bar chart.
• A fee table, including annual fund operating expenses before 
expense reimbursement or fee waiver arrangements.
Annual returns presented within the bar chart information should 
be calculated using the same method required in calculating annual 
returns in the financial highlights information.
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The form, as amended, no longer requires the filing of updated 
financial statements for newly organized funds. (Previously, such 
funds were required to file updated financial statements within 
four to six months of the effective date of their registration state­
ments.) The period covered by the financial highlights table has 
been reduced from ten to five years.
The initial compliance date is December 1, 1998, for all new 
registration statement filings. Funds with effective registra­
tion statements must conform to Form N1-A amendments be­
tween December 1, 1998, and December 1, 1999. Effective date: 
June 1, 1998.
Technical Amendments to Rule 2a-7. Rule 2a-7 of the 1940 Act con­
tains regulations specific to money market funds including qual­
ity, diversification, and maturity restrictions. In December 1997, 
the SEC adopted technical amendments to rule 2a-7, which fol­
low previous amendments adopted in 1996 that extended to tax- 
exempt funds some of the restrictions applicable to taxable funds. 
Due to a number of concerns raised, the SEC suspended the 
compliance date for the 1996 amendments. The December 1997 
amendments addressed those concerns and also extended certain 
diversification and quality standards to all money market funds. 
Overall, the amendments will substantially increase recordkeeping 
requirements. Effective date: July 1, 1998 (except with respect to 
certain grandfathered securities).
The complete text of the above rules, along with those rules 
adopted subsequent to the publication of this Alert, can be down­
loaded from the SEC’s Web site at http://www.sec.gov/rules/ 
finnrindx.htm.
SEC Policy Statement on Auditor Independence
In 1997, the AICPA and the SEC created a new self-regulatory 
body to develop and maintain independence standards for audi­
tors of SEC registrants. The Independence Standards Board (ISB) 
is housed in the AICPA’s SEC Practice Section (SECPS) and con­
sists of four public members and four representatives of SECPS. 
By way of a policy statement effective March 26, 1998, the SEC
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recognized the establishment of the ISB. The SEC indicated that, 
consistent with its continuing policy of looking to the private sec­
tor for leadership in establishing and improving accounting prin­
ciples and auditing standards, it intends to look to the ISB for 
leadership in establishing and improving auditor independence 
regulations applicable to auditors of SEC registrants.
Recent Developments in Securities Litigation Reform
The 1995 Private Securities Litigation Reform Act (Reform Act) 
promised significant relief to the accounting profession from un­
merited class action securities lawsuits involving publicly held en­
tities. Despite a historic bull market, studies have shown little, if 
any, decrease in the volume of federal securities litigation filed. 
Furthermore, some litigants appeared to have avoided the provi­
sions of the Reform Act by filing suit in state courts instead of, or in 
addition to, suing in federal court. These observations prompted 
Congress to consider an amendment to the Reform Act, which 
would denote federal court as the sole venue for class action suits 
involving securities traded on national exchanges, preempting the 
filing of these suits in state court. In 1998, the House and Senate 
approved the Securities Litigation Uniform Standards Act, which 
will allow class action securities lawsuits involving nationally 
traded securities and more than fifty parties to be moved to federal 
court. The legislation has the support of both the White House 
and the SEC.
■   For further information regarding the legislation, contact the following Web sites: 
http://www.sia.com; http://www.securitieslitigation.com; and http://www.ljx.com/ 
practice/securities/1204pslra.html.
SEC Annual “Dear CFO” Letter
What are the significant issues raised in the most recent “Dear CFO” Letter?
The accounting staff of the Division of Investment Management 
of the SEC periodically issues a generic letter addressed to the 
chief financial officers (CFOs) of investment company registrants 
(registrants) and their independent public accountants outlining 
key issues addressed by the SEC during the year. These letters
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point out the SEC’s areas of concern and accordingly may alert 
the auditor to high-risk issues that could affect assertions con­
tained in the financial statements of investment companies. The 
following summary highlights the areas of concern cited in the 
November 1997 letter:
• Foreign Price Considerations. The 1996 CFO Letter indi­
cated that funds must exercise “reasonable diligence” in 
identifying foreign corporate actions, such as dividend dis­
tributions, on a timely basis for purposes of daily determi­
nations of net asset value. Subsequently, registrants inquired 
as to whether a reasonable diligence standard extends to the 
pricing of foreign securities. The 1997 letter indicates that 
the SEC’s Accounting Series Release Nos. 113 and 118 of 
the SEC’s Codification o f  Financial Reporting Policies (FRP) 
are the applicable standards for accounting and valuation of 
investments, and that the reasonable diligence standard 
should not be extended to the pricing of securities.
• Funds o f  Funds. The letter addresses the financial reporting 
considerations where one fund, the “top-tier fund,” invests 
in shares of another fund, the “underlying fund.” The let­
ter notes that when a top-tier fund has a significant invest­
ment in, or owns a controlling interest in, an underlying 
fund, registrants should consider providing additional in­
formation to shareholders. For example, a top-tier fund 
that invests a significant percentage of its assets in an un­
derlying fund should consider accompanying its financial 
statements with those of the underlying fund. Addition­
ally, a top-tier fund that owns a controlling interest in an 
underlying fund should consider current accounting litera­
ture to determine whether consolidation of the two funds’ 
financial statements would provide more meaningful fi­
nancial information to shareholders.
• Designation o f  Segregated Assets. Certain trading practices 
undertaken by registrants involve the issuance of senior 
securities subject to prohibitions and asset coverage re­
quirements of section 18 of the 1940 Act. In 1979, the 
SEC issued a policy statement indicating that certain in-
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struments held by a fund would not be subject to those 
requirements if the fund’s obligation was “covered” by as­
sets established and maintained by the fund in a segre­
gated account. Typically, investment companies designate 
securities to be segregated on their custodians’ records. 
Registrants inquired whether accounts should be segre­
gated on both the fund’s records and the custodian’s 
records. The letter indicated assets segregated under sec­
tion 18 could be designated as such solely on the fund’s 
records and not designated in the records of the fund’s 
custodian. (Investment companies choosing the latter 
should consider implementing additional control proce­
dures to ensure that segregation is undertaken in accor­
dance with Investment Company Act of 1940 Release 
No. 10666.)
• Securities Lending Transactions a n d  FASB Statement No. 125. 
The letter indicates that, consistent with Financial Account­
ing Standards Board (FASB) Statement of Financial Ac­
counting Standards No. 125, Accounting fo r  Transfers and  
Servicing o f  Financial Assets and Extinguishments o f  Liabili­
ties (FASB, Current Text, vol. 1, sec. L35), a fund lending its 
portfolio securities should not record securities received as 
collateral from the borrower as an asset unless the fund has 
“effective control” over the securities received. In cases where 
a fund has effective control over the collateral, the fund 
should record an asset and a corresponding liability. The di­
vision noted some inconsistencies in the accounting for 
cash received as collateral. The letter indicates that when a 
lending fund receives cash as collateral, it is deemed to have 
effective control and should record an asset and a corre­
sponding liability, even if the cash is automatically invested 
in securities. (Application issues associated with FASB State­
ment No. 125 are also discussed in the “Accounting Issues 
and Developments” section of this Alert.
• Closed-End Fund Expense Ratios. The letter noted inconsis­
tencies in the calculation of expense ratios for funds that 
have incurred interest expense on debt securities or paid
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dividends on preferred shares. Form N-2, Financial High­
lights, requires expense ratios to include all expenses of a 
fund. Registrants asked whether an additional expense 
ratio might be presented as part of the financial highlights 
table, that is, one that excludes interest expense. The letter 
indicates that closed-end funds may include a second ex­
pense ratio, excluding interest payments, in the body of the 
financial highlights table or as a footnote to the table. The 
letter emphasized that, in all cases, the expense ratio that 
includes interest expense (gross ratio) should be shown in 
the body of the financial highlights and that both ratios 
should be clearly identified with appropriate disclosure as 
to the differences.
The letter also indicates that closed-end funds with pre­
ferred shares outstanding should exclude dividend pay­
ments from the expense ratio included in the body of the 
financial highlights table. Further, the letter indicates that 
the expense ratio of such funds should be based on assets 
attributable to the common shares only. Additional ratios 
could be presented reflecting the treatment of preferred 
shares within the footnotes to the financial highlights 
table. Changes conforming expense ratio presentation to 
these positions should be reflected in financial statements 
for fiscal years beginning after November 15, 1997.
• Organizational Costs. The letter states that the remaining or­
ganization costs recognized by a fund that is being merged, 
liquidated, or dissolved are the responsibility of the holder 
of the original shares, and should be netted against the re­
demption proceeds of the original shares. The letter indi­
cated that it is inappropriate to accelerate write-off of the 
remaining organization costs to the date of the proposed 
transaction. The effect of this position was subsequently 
mitigated by adoption of SOP 98-5, Reporting the Costs o f  
Start-Up Activities (discussed in the “Accounting Issues and 
Developments” section of this Alert).
A 1998 letter is expected to be available by early November.
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Audit Issues and Developments 
Securities Valuation Considerations
What are some of the audit issues associated with an investment 
company’s valuation of its securities portfolio?
The most significant portion of an investment company’s assets is 
its securities portfolio, which is stated at value. The Investment 
Company Act of 1940 defines “value” as the quoted market price 
for securities for which market quotations are readily available, or 
as an estimate of value (fair value) as determined in good faith by a 
fund’s management for other securities.2 For assets and sharehold­
ers’ equity to be reported properly, and for purchase and redemp­
tion prices to be calculated accurately, the underlying securities of a 
fund s portfolio must reflect value. For these reasons, management’s 
determination of what constitutes value is a primary concern for 
auditors of investment companies.
Events occurring in the equity and bond markets during 1998 have 
created numerous accounting and disclosure issues pertaining to 
the valuation of securities, many of which are addressed in AICPA 
and SEC literature. Specifically, the ability to obtain quoted secu­
rity valuations has become more difficult in certain markets, and, 
when obtained, questions have arisen whether such valuations rep­
resent an amount an owner could reasonably expect to receive for 
the securities in a current sale. Issues that have arisen include—
• Lack o f  trading activity. Trading activity in certain markets has 
declined significantly, to the point that, in some cases, trad­
ing in some securities has effectively ceased. In these situa­
tions, the auditor should carefully evaluate any market 
quotations used by management in valuing securities to gain 
assurance that the quotations represent current trading activ­
ity and to assess whether the market has become so stagnant 
that even current prices no longer represent realizable value.
2. Section 404.03-.04 of the Securities and Exchange Commission’s (SEC) Codification  
o f  F inancia l R eporting Policies (FRP) describes various methods for valuing securities.
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• Timing differences between close o f  local market and fu n d  p ric­
ing, and trading halts. Most investment companies value their 
shares for purposes of fund sales and redemptions at 4 p.m. 
eastern (U.S.) standard time, while most foreign markets 
close at earlier times. Typically, funds use the most recent 
previous closing price of the foreign market to value their 
shares. On occasion, however, significant events may occur 
after the foreign market’s close, but before the time the 
fund values its shares, which would affect the valuation of 
those securities. As a result of a period of significant market 
volatility in October 1997, the SEC staff reiterated its po­
sition3 that funds should consider additional information, 
if any, affecting changes in security values after the close of 
foreign exchanges on which such securities are traded. 
Similarly, in some cases, securities markets may have im­
posed trading halts during periods of excessive volatility. 
Should such a halt have been imposed at the time the fund 
obtains price quotations for purposes of determining the 
net asset value of its shares, the quotations may not repre­
sent the current realizable value of the security. Either situ­
ation may require management to substitute estimates of 
fair value for the affected securities determined in good 
faith for the last exchange quotations.
• Other factors. In a market where exchange controls exist, 
even though market quotations for securities exist, the au­
ditor should assess whether management’s use of these 
quotations is representative of fair value. Issues to be con­
sidered in such an environment include:
-  How, when, and at what exchange rate the fund will be 
able to repatriate its investments.
-  The extent to which demand for local market securities 
has been temporarily exaggerated (and prices bid up) by 
numerous investors’ inability to repatriate funds.
-  The potential effect on prices if controls were to be lifted.
3. See SEC No-Action Letter, Putnam  G rowth Fund, Putnam  In tern a tion a l Equities 
Fund, Inc., o f January 23, 1981.
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-  Other regulatory restrictions that may have made it diffi­
cult for investors to liquidate security or currency holdings.
Accordingly, the auditor should evaluate procedures applied by 
the fund’s management in considering whether, and to what ex­
tent, local market quotations may need to be adjusted in order to 
adequately represent the value the fund would reasonably expect 
to receive on disposition and repatriation. Any security and cur­
rency holdings in a market subject to controls must be assessed to 
determine whether they are illiquid, that is, proceeds are unavail­
able to fund redemptions.
Auditors should consider SEC FRP section 404.03 - .04, chapter 2 
of the AICPA Audit and Accounting Guide Audits o f  Investment 
Companies, and FASB Statement No. 107, Disclosures about Fair 
Value o f  Financial Instruments (FASB, Current Text, vol. 1, sec. F25), 
when evaluating methods employed by management in estimating 
fair value. Auditors may also wish to consider SOP 94-6, Disclosure 
o f  Certain Significant Risks and Uncertainties, in evaluating manage­
ment’s disclosures about fair value.
Although FASB Statement No. 107 states that quoted market 
prices, if available, are the best evidence of fair value of financial 
instruments, the economic and market conditions described 
above illustrate that, in certain situations, management’s estimate 
of fair value as determined in good faith provides a more appro­
priate valuation. In such situations, the auditor should review 
management’s documentation supporting its reasons for substi­
tuting estimates of fair value for quoted market prices. Auditors 
should also assess the reasonableness of the procedures used and 
factors considered by management in making such estimates. Audi­
tors should refer to the guidance of SAS No. 57, Auditing Account­
ing Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), 
and SAS No. 81, Auditing Investments (AICPA, Professional Stan­
dards, vol. 1, AU sec. 332), in doing so.
In applying SAS No. 57, auditors may wish to consider these addi­
tional factors:
• Stock Market Volatility. Auditors may wish to consider the im­
pact of sudden and significant stock market fluctuations on
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the relevance of key factors and assumptions used by man­
agement in estimating the value of an investment company’s 
security portfolio. Worldwide stock market volatility and in­
stability has been the most widespread and severe seen in sev­
eral years. Domestically, during the third quarter, the DJIA 
gained or lost at least 100 points in ten of twelve consecutive 
trading sessions, and intra-session swings have surprised even 
the experts. Some foreign exchanges have experienced far 
greater volatility. In the event that the fund’s management 
employs matrix pricing or similar models, the auditor should 
evaluate the relevance of the models’ existing assumptions for 
consistency with economic and industry developments.
• M anagement’s Adoption o f  New Trading Strategies. Growth 
and competitive forces have caused some investment com­
panies to adopt new trading strategies that include the use 
of more speculative, complex, and innovative investments. 
The adoption of new trading strategies often brings about 
new valuation procedures that cause factors different from 
those previously considered by the auditor to become sig­
nificant to the estimate. Under these circumstances, the 
auditor should obtain additional written representation 
from management regarding key factors and assumptions 
used in determining estimates (AU sec. 342.09). The audi­
tor may also wish to consider using the work of a specialist 
(see SAS No. 73, Using the Work o f  a Specialist, AICPA, 
Professional Standards, vol. 1, AU sec. 336).
Executive Summary— Securities Valuation Considerations
• Significant declines in securities and currency valuations throughout the 
world, particularly those of several emerging markets, have caused vari­
ous issues for auditors of investment companies, including valuation 
issues resulting from the diminishing reliability of quoted market prices.
• Valuation issues created by the lack of trading activity in certain mar­
kets, the effect of significant events occurring after the close of foreign 
markets, trading halts, and other factors require auditors to carefully 
consider management’s good faith securities valuations. The AICPA 
and SEC literature contains guidance for assessing management’s esti­
mation of fair value.
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• In evaluating management’s good faith securities valuations, auditors 
should consider SAS No. 81, Auditing Investments, and SAS No. 57, 
Auditing Accounting Estimates. Auditors may also wish to consider 
whether certain economic factors and industry trends, such as in­
creased stock market volatility and management’s adoption of new 
trading strategies, have affected the key factors and assumptions 
management uses in valuing securities in good faith.
The Year 2000 Issue
What is the Year 2000 Issue? What industry and regulatory developments 
have taken place in the last year with respect to the Year 2000 Issue?
Some twenty years ago the cost of computer memory space was 
exorbitant—$600,000 per megabyte compared to about ten cents 
today. For this reason, many computer programs were designed 
using a two-digit format to represent year data; for example, 1998 
is coded as “98.” Without proper modification, many of these sys­
tems may fail to process year-related data accurately beyond the 
year 1999, a chilling thought in todays global computer informa­
tion age. Hence, the Year 2000 (or “Y2K”) Issue has become one 
of the most often discussed business topics of the past few years.
The AICPA has been active in creating awareness of the Year 
2000 Issue among its members and the public and providing 
guidance to auditors regarding their responsibilities in audits 
leading up to the year 2000. The SEC and several industry trade 
groups, such as the Investment Company Institute (ICI) and the 
Securities Industry Association (SIA), have taken proactive roles 
in guiding investment and other companies along in their prepa­
rations for the year 2000. Some of the efforts of these organiza­
tions are as follows:
• The AICPA has published articles, books, and other mate­
rials on the Year 2000 Issue. A comprehensive discussion of 
the numerous auditing and accounting issues related to the 
Year 2000 Issue is presented in the AICPA publication, The 
Year 2000 Issue: Current Accounting and Auditing Guidance. 
This publication is being updated for recent developments 
and is available free of charge at the AICPA’s Web site at
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http://www.aicpa.org. The AICPA also has created the Year 
2000 Resource Page on its Web site. This page contains use­
ful links to various year 2000 sites and publications.
• The Audit Issues Task Force (AITF) of the Auditing Stan­
dards Board (ASB) issued three new audit interpretations 
specifically related to the Year 2000 Issue.
• The SEC spearheaded several initiatives to promote year 
2000 readiness and has adopted a new rule under the Invest­
ment Advisers Act requiring investment advisers to file year 
2000 “readiness” reports with the Commission. The SEC 
also issued final rules regarding year 2000 readiness reports to 
be made by broker-dealers meeting specific thresholds and 
certain nonbank transfer agents. In August, the SEC further 
issued Statement o f  the Commission Regarding Disclosure o f  
Year 2000 Issues and Consequences by Public Companies, In­
vestment Advisers, Investment Companies, and Municipal Secu­
rities Issuers (the Interpretation). The Interpretation—
-  Requires investment advisers and investment companies 
that conclude that the Year 2000 Issue is material to 
their operating results and/or financial condition to pro­
vide disclosure in accordance with statutory provisions.
-  Requires investment advisors that are public companies to 
follow the Interpretations guidance for public companies.
-  Is not specifically applicable to investment companies. 
However, the SEC encourages investment companies to 
review the guidance for possible inclusion in periodic re­
ports to shareholders or in special reports to shareholders 
on year 2000 matters, especially when the materiality of 
the Year 2000 Issue does not trigger a disclosure obliga­
tion in the investment company’s registration statement.
-  Cautions investment companies and investment advis­
ers making year 2000 disclosure to avoid boilerplate 
disclosure that may not be meaningful to shareholders.
The interpretation may be viewed on the SEC’s Web site at 
http://www.sec.gov./rules/concept/33-7558.
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Additionally—
• The SIA’s Year 2000 Committee conducted preliminary 
tests during which it practiced executing and settling trades 
of stocks, options, mutual funds, unit investment trusts, and 
mortgage-backed securities. The success rate was estimated 
to be about 90 percent.
• The ICI has educated its members about the Year 2000 Issue 
via the Internet and other published materials.
Auditors should be aware of the many auditing and accounting 
considerations that arise out of the Year 2000 Issue, including 
audit planning, going concern issues, establishing an understand­
ing with the client, revenue and expense recognition, and disclo­
sure. A more comprehensive discussion of these considerations 
can be found in Audit Risk Alert—1998/99.
■  Additional information relating to the Year 2000  Issue is available on the 
Internet at the following Web sites: The National Bulletin Board for the Year 2000—  
http://www.year2000.com  and Management Support Technology— http://w ww. 
mstnet.com/year2000.
Executive Summary— The Year 2000 Issue
• The Year 2000 Issue is an important one for all companies, requiring 
major modifications of most companies’ computer systems in order 
to prevent the failure of systems to recognize year-related data be­
yond 1999.
• The SEC, AICPA, and industry trade groups, such as the Invest­
ment Company Institute and the Securities Industry Association, 
have taken various measures to guide investment and other compa­
nies in their preparations for the year 2000.
• The SEC issued an interpretation that encourages investment com­
panies to provide meaningful data to shareholders regarding year 
2000-related information, especially when the materiality of the 
problem does not trigger a disclosure obligation in the investment 
company’s registration statement.
• The SEC also adopted a new rule under the Investment Advisors Act 
requiring investment advisors to file year 2000 “readiness” reports 
and issued final rules regarding year 2000 readiness reports to be 
made by transfer agents and certain brokers and dealers.
25
• Auditors should be aware of the many auditing and accounting con­
siderations that arise out of the Year 2000 Issue, including audit 
planning, going concern issues, establishing an understanding with 
the client, revenue and expense recognition, and disclosure.
Europe’s New Reporting Currency, The Euro
How will the European Union’s adoption of a new reporting currency 
affect investment companies?
On January 1, 1999, the European Unions Economic and Mone­
tary Union (EMU) goes into effect and exchange rates between 
“legacy currencies”—currencies of the eleven European nations that 
currently constitute the EMU—and the Euro will be permanently 
set. On that date, all operations of the European Central Bank, as 
well as new issues of government debt, will be denominated in the 
Euro. A phase-in period will extend to January 1, 2002, for all mon­
etary transactions (for example, payroll and bank accounts), with 
June 30, 2002, the last day on which to withdraw legacy currencies.
The introduction of the Euro is a major economic event, yet 
some investment companies in the U.S. may have underesti­
mated the amount of consideration and resources needed to 
properly deal with the conversion of currencies on the records of 
investment advisers due to their preoccupation with the Year 
2000 Issue. Accordingly, auditors should consider the greater 
risks that may be associated with the conversion. Because of their 
heavy reliance on third party service providers, investment com­
panies will be accounting for the simultaneous conversion of 
Euro currencies with investment advisors, custodians, and other 
vendors within a very brief period. Even good planning and exe­
cution will likely result in a large number of unreconciled items 
immediately following the initial conversion. Auditors should 
also carefully consider possible increased audit risks related to the 
valuation of securities, internal control, and foreign currency 
transactions related to the redenomination.
The SEC issued Staff Legal Bulletin No. 6, which reminded in­
vestment companies to consider their disclosure obligations in 
connection with the conversion, including—
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• Known trends and uncertainties that the investment com­
pany expects will have a material impact on revenues, ex­
penses, or income from continuing operations.
• Competitive implications.
• Associated costs of the conversion (through July 1, 2002).
• Ability to make timely updates of required information.
• Currency exchange rate risk and derivatives exposure.
• Continuation of material contracts.
• Potential tax consequences.
In Treasury Decision 8776, the Internal Revenue Service (IRS) issued 
a temporary regulation indicating that conversion of legacy curren­
cies to the Euro will generally be considered a tax-neutral event for 
U.S. taxpayers. Accordingly, conversion of legacy currencies (held by 
the taxpayer) to the Euro and the conversion of legacy currency- 
denominated contracts, financial instruments, and other claims or 
obligations would not trigger recognition of gains or losses solely as a 
result of the conversion. However, otherwise applicable rules regard­
ing the realization of gains or losses will continue to apply, for exam­
ple, gains or losses incurred as a result of receipt of an unscheduled, 
fractional principal payment on a debt instrument due to a rounding 
convention or the modification of the indexes of a floating rate debt 
instrument. A final IRS regulation is expected before year end.
The Emerging Issues Task Force (EITF) of the FASB has discussed 
Topic No. D-71, Accounting Issues Relating to the Introduction o f  the 
European Economic and Monetary Union (EMU). The following is 
a summary of the resulting SEC staff announcement:
• Preparation o f  Comparative Financial Statements f o r  Periods 
Prior to the Introduction o f  the Euro on January 1, 1999. The 
staff stated that it would not object if an SEC registrant pre­
sents comparative financial statements in Euros for periods 
prior to January 1, 1999, by recasting previously reported fi­
nancial statements into Euros using the exchange rate be­
tween the Euro and the prior reporting currency as of 
January 1, 1999 (a position that is consistent with that of
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the European Commission). Auditors should also consider 
SEC Regulation S-X, Rule 3-20(e), Currency o f  Financial 
Statements o f  Foreign Private Issuers, which requires a regis­
trant to recast its financial statements as if the newly adopted 
currency had been used since at least the earliest period pre­
sented. The SEC staff interpreted this provision to require a 
methodology consistent with FASB Statement No. 52, For­
eign Currency Translation (FASB, Current Text, vol. 1, sec. 
F60), that is, the income statement and statement of cash 
flows should be translated into the new reporting currency 
using weighted average exchange rates for the applicable pe­
riods, and assets and liabilities should be translated using ex­
change rates at the end of the applicable periods.
Financial statements reported in Euros by recasting based 
on the January 1, 1999, exchange rate would depict the 
same trends and relationships among a registrant’s ac­
counts as those previously reported prior to the introduc­
tion of the Euro. To decrease the likelihood that investors 
will inappropriately assume that the financial statements of 
various registrants that report in Euros are comparable, 
each page of the basic financial statements should indicate 
that prior year balances were restated into Euros using the 
January 1, 1999, exchange rate. In addition, the notes to 
the financial statements should disclose—
-  The reporting currency that was previously used.
-  The methodology used to restate prior year balances.
-  The exchange rate as of January 1, 1999.
-  A statement that the comparative financial statements 
reported in Euros depict the same trends as would have 
been presented had the company continued to present 
financial statements in the currency previously used.
-  A statement that the financial statements for periods 
prior to January 1, 1999 will not be comparable to the 
financial statements of other companies that report in 
Euros and that restated amounts from a different cur­
rency than the one previously used by the company.
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The EITF also discussed foreign currency translation adjustments 
related to the Euro’s introduction. Auditors are advised to review 
the full text of the EITF Abstract related to Topic No. D-71 for 
further information.
Executive Summary— Europe’s New Reporting Currency, The Euro
• On January 1, 1999, the European Union’s Economic and Monetary 
Union (EMU) becomes effective and exchange rates between the 
currencies of eleven European nations (the EMU) and the Euro will 
be irrevocably fixed, a major economic event for investment compa­
nies and their investment advisers and custodians.
• SEC Staff Legal Bulletin No. 6 reminds investment companies to 
consider various disclosure obligations related to the conversion such 
as known trends and uncertainties that the investment company ex­
pects to have a material impact on revenues, expenses, or income 
from continuing operations and associated costs of the conversion.
• The IRS has issued a temporary regulation indicating that conver­
sion of legacy currencies (those of the eleven nations constituting the 
EMU) to the Euro will generally be considered a tax-neutral event.
• In light of the redenomination, the EITF has discussed the prepara­
tion of comparative financial statements for periods prior to the intro­
duction of the Euro and the treatment of foreign currency translation 
adjustments.
Money Laundering and the Auditor’s Consideration of illegal Acts4
What is money laundering? What are the auditor’s responsibilities with 
respect to money laundering?
Money laundering is the funneling of cash or other funds generated 
from illegal activities through legitimate businesses to conceal the ini­
tial source of the funds. Money laundering is a global activity and, 
like the illegal activities that give it sustenance, it seldom respects 
local, national, or international jurisdiction. Current estimates of
4. The U.S. Department of Treasury has had significant input in drafting the content of 
this section of the Alert. As such, it provides auditors of investment companies with a 
unique insight into how federal regulators view this important area of concern.
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the size of the global annual “gross money laundering product” 
range from $300 billion to $1 trillion.5
Criminals use bank and nonbank financial institutions and pro­
fessional advisers to launder the proceeds of crime, and, according 
to the U.S. Department of Treasury, investment companies may 
also be vulnerable. The evolving dynamics of the industry— 
mergers and acquisitions, broader product lines, and new distri­
bution channels—generate important business opportunities, 
but they also generate risks for investment companies, including 
increased money laundering vulnerability. As these industry 
trends continue, as money launderers increasingly look for a wide 
range of financial services and conservative, legitimate-appearing 
asset holdings, and as greater regulatory requirements for banks 
and other nonbank financial institutions make it more difficult 
for them to evade detection, the securities industry may become 
increasingly vulnerable to money laundering and more attractive 
to money launderers.
While money laundering activities and methods become increasingly 
complex and ingenious, its “operations” tend to consist of three basic 
stages or processes—placement, layering, and integration.
Placement is the process of transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial 
system in such a manner as to avoid detection by bank and non­
bank financial institutions and government authorities. Money 
launderers pay careful attention to national laws, regulations, 
governance, trends, and law enforcement strategies and tech­
niques in order to keep their proceeds concealed, their methods 
secret, and their professional resources anonymous. The most 
common placement techniques include structuring6 cash de­
posits into legitimate financial institution accounts, converting 
cash into other monetary instruments, and using these instru­
ments to make investments.
5. By definition, money launderers are in the business o f cloaking their activities and 
revenue, making this approximation difficult.
6. “Structuring” means breaking up large amounts of currency into smaller amounts in 
order to conduct transactions in such a manner as to avoid suspicion and detection.
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Layering is the process of generating a series or layers of transac­
tions in order to distance the proceeds from their illegal source 
and to obfuscate the audit trail in doing so. Common layering 
techniques include outbound electronic fund transfers, usually di­
rectly or subsequently into a “bank secrecy haven” or a jurisdiction 
with more liberal recordkeeping and reporting requirements, 
withdrawals of already-placed deposits in the form of highly liq­
uid monetary instruments such as money orders and travelers 
checks, and requests for account transfers or checks made payable 
to third parties with whom the account-holder appears to have 
no obvious relationship.
Integration, the final money laundering stage, is the unnoticed 
reinsertion of successfully laundered untraceable proceeds into an 
economy. This is accomplished through a wide variety of spend­
ing, investing, and lending techniques and cross-border, legiti­
mate-appearing transactions. An important placement technique 
is customers making large deposits and investments with laun­
dered proceeds in the form of monetary instruments, bearer secu­
rities, or third-party checks.
Money launderers tend to use the victimized business entity as a 
conduit for illicit funds that need to be distanced from their 
source as quickly as possible in an undetected manner. Conse­
quently, it is less likely that money laundering will be detected in 
financial statement audits than other types of illegal activities. In 
addition, the activity is more likely to cause assets to be overstated 
rather than understated, with shorter-term fluctuations in 
account balances rather than cumulative changes. Thus, money 
laundering is considered to be an illegal act with an indirect effect 
on financial statement amounts under SAS No. 54, Illegal Acts by 
Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). 
Under SAS No. 54, the auditor should be aware of the possibility 
that such illegal acts have occurred. If specific information comes 
to the auditor’s attention that provides evidence concerning the 
existence of possible illegal acts that could have a material indirect 
effect on the financial statements, the auditor should apply audit 
procedures specifically directed to ascertaining whether an illegal 
act has occurred.
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Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication of cases.
A description of federal regulations pertaining to money launder­
ing appears in appendix B of this Alert.
Executive Summary— Money Laundering and the Auditor’s 
Consideration of Illegal Acts
• Money laundering is a global activity in which cash or other funds 
from illegal activities are funneled through legitimate businesses to 
conceal the initial source of funds.
• Money laundering usually results in large amounts of illicit proceeds 
that need to be distanced from their source as quickly as possible, and is 
less likely to be detected in a financial statement audit than other types 
of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal act 
with an indirect effect on financial statement amounts. The auditor 
does not have a detection responsibility for such illegal acts. However, 
auditors should be aware of the possibility that such illegal acts may 
have occurred.
New Audit and Attestation Standards
What new audit and attestation standards has the AICPA issued since the 
last Audit Risk Alert?
SAS No. 86, Amendment to SAS No. 72, Letters for Underwriters 
and Certain Other Requesting Parties
SAS No. 86 was issued by the Auditing Standards Board (ASB) in 
March 1998 to reflect the issuance of Statement on Standards for 
Attestation Engagements (SSAE) No. 8, Management's Discussion 
and Analysis (AICPA, Professional Standards, vol. 1, AT sec. 700). 
SAS No. 86 allows practitioners that have examined or reviewed 
Management’s Discussion and Analysis (MD&A) in accordance 
with the provisions of SSAE No. 8 to state that fact in the intro­
ductory section of the comfort letter (a special type of agreed-
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upon procedures report that may be issued in connection with a 
securities offering) and attach a copy of the SSAE No. 8 report to 
the comfort letter. SAS No. 86 presents examples of comfort let­
ters that contain references to either an examination of annual 
MD&A or a review of the interim MD&A. SAS No. 86 is effec­
tive for comfort letters issued on or after June 30, 1998.
SAS No. 87, Restricting the Use o f  an Auditors Report
SAS No. 87 was issued by the ASB in September 1998 and is ef­
fective for reports issued after December 31, 1998. SAS No. 87 
provides guidance to auditors in determining whether an engage­
ment requires a restricted-use report and, if so, which elements to 
include in that report. The SAS states that an auditor should re­
strict use of the report when—
• The subject matter of the auditor’s report, or the presenta­
tion being reported on, is based on measurement or disclo­
sure criteria contained in contractual agreements or 
regulatory provisions that are not in conformity with gen­
erally accepted accounting principles (GAAP) or an other 
comprehensive basis of accounting (OCBOA).
• The accountant’s report is based on procedures that are 
specifically designed and performed to satisfy the needs of 
specified parties who accept responsibility for the suffi­
ciency of the procedures.
• The auditor’s report is issued as a by-product of a financial 
statement audit and is based on the results of procedures 
designed to enable the auditor to express an opinion on the 
financial statements taken as a whole, and not to provide 
assurance on the specific subject matter of the report.
SSAE No. 8, M anagement’s Discussion and  Analysis
SSAE No. 8 was issued by the ASB in June 1998 and became ef­
fective upon issuance. The new attestation standard provides 
guidance to practitioners concerning the performance of attest 
engagements with respect to MD&A prepared pursuant to SEC 
rules and regulations. The presentation of MD&A in annual re-
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ports to shareholders and in other documents constitutes a written 
assertion upon which an attest engagement may be performed. 
Specifically, SSAE No. 8—
• Sets conditions for engagement performance for both ex­
aminations and reviews of MD&A.
• Provides extensive guidance on planning, performing, and 
reporting on examinations and reviews of MD&A.
• Provides a comparison of activities performed for engage­
ments covered by SAS No. 8, Other Information in Docu­
ments Containing Audited F inancial Statements (AICPA, 
Professional Standards, vol. 1, AU sec. 550), with those per­
formed under SSAE No. 8.
A more comprehensive discussion of newly issued auditing litera­
ture appears in Audit Risk Alert—1998/99.
Accounting Issues and Developments
Exposure Draft— Proposed AICPA Audit and Accounting Guide 
Audits of Investment Companies
What are the highlights of the proposed AICPA Audit and Accounting 
Guide Audits of Investment Companies?
On September 22, 1998, the Investment Companies Committee of 
the AICPA Accounting Standards Division issued an exposure draft 
of the Audit and Accounting Guide Audits o f  Investment Companies 
(the proposed Guide). The proposed Guide, which has not been 
materially revised since 1986, would supercede the AICPA Audit 
and Accounting Guide Audits o f  Investment Companies (with con­
forming changes as of May 1, 1998) (the current Guide) and SOP 
93-2, Determination, Disclosure, and Financial Statement Presenta­
tion o f  Income, Capital Gain, and Return o f  Capital Distributions by 
Investment Companies. Interested parties may obtain the exposure 
draft from the AICPA’s Web site at http://www.aicpa.org/mem­
bers/div/acctstd/edo/index.htm and submit written comments.
The proposed Guide incorporates the following authoritative 
material specific to investment companies:
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• SOP 89-2, Reports on Audited Financial Statements o f  Invest­
ment Companies
• SOP 89-7, Report on the Internal Control Structure in Audits 
o f  Investment Companies
• SOP 93-1, Financial A ccounting and  Reporting f o r  High- 
Yield Debt Securities by Investment Companies
• SOP 93-4, Foreign Currency Accounting and Financial State­
ment Preparation fo r  Investment Companies
• SOP 95-2, Financial R eporting by N onpublic Investm ent 
Partnerships
• SOP 95-3, Accounting fo r  Certain Distribution Costs o f  Invest­
ment Companies
The FASB did not object to the AICPA’s releasing for public com­
ment the proposed Guide at its meeting in July 1998. During its 
deliberations, the FASB expressed concern that the scope of the 
proposed Guide may not be clear. Specifically, paragraph 1.5 of 
the proposed Guide and of the current Guide states that, regard­
ing venture capital investment companies, “the provisions of this 
Guide generally apply,” while paragraph 1.6 of the proposed and 
current Guides lists the “attributes” of an investment company, 
which, when met, would require that the proposed and current 
Guides be applied. Those two paragraphs may be interpreted as 
being contradictory and may have resulted in diversity in practice. 
The FASB observed that the proposed Guide provides specialized 
accounting guidance for entities within its scope, particularly re­
garding the entity’s reporting of investments at fair value and not 
consolidating the accounts of certain investees. The Chairman of 
the Accounting Standards Executive Committee of the AICPA 
(AcSEC) has acknowledged that diversity in practice exists with re­
spect to application of the scope of the current Guide with respect 
to venture capital investment companies. AcSEC plans to add a 
separate Statement of Position project to clarify the scope of the 
proposed Guide. Until that project is finalized, an entity should 
consistently follow its current accounting policies to determine 
whether the provisions of the current Guide apply to investees of
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the entity or to the subsidiaries that are controlled by the entity. 
Further information may be obtained in the FASB staff announce­
ment in the EITF Topic No. D-74, Issues Concerning the Scope o f  
the AICPA Guide on Investment Companies.
With certain exceptions noted in the preface to the proposed 
Guide, changes in accounting and reporting requirements would 
be applied prospectively and be effective for annual financial 
statements issued for fiscal years beginning after December 15, 
1999, and for interim financial statements issued thereafter.
Current AICPA Audit and Accounting Guide Audits of Investment 
Companies— 1998 Conforming Changes
The following list summarizes some of the revisions included in 
the AICPA Audit and Accounting Guide Audits o f  Investm ent 
Companies (the Guide) with conforming changes as of May 1, 
1998. The Guide has been updated to reflect the following:
• Amendments to SEC Form N-1A
• Adoption of SEC rule 18f-3
• Adoption of FASB Statement No. 125
• Issuance of SAS No. 81
• Issuance of SOP 98-5, Reporting on the Costs o f  Start-Up 
Activities
The Guide also discusses changes in accounting and reporting 
practices in the areas of business combinations and supplies revised 
wording for the independent auditor’s report for various matters.
Application of FASB Statement No. 125
Which FASB Statement No. 125 application issues should auditors of 
investment companies be aware of?
Currently, the FASB has two separate projects related to FASB 
Statement No. 125, Accounting fo r  Transfers and Servicing o f  Finan­
cial Assets and Extinguishments o f  Liabilities:
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• FASB Special Report on the Application o f  FASB Statement 
No. 125. Two years after the issuance of FASB Statement 
No. 125, FASB staff states that it continues to receive a high 
volume of inquiries regarding the Statements application. 
Accordingly, the FASB decided to issue a special report, in 
question-and-answer format, to address various provisions 
of the Statement. An April 1998 draft report, A Guide to 
Implementation o f  Statement 125 on Accounting fo r  Transfers 
and Servicing o f  Financial Assets and Extinguishments o f  Lia­
bilities, contains eighty-four questions and answers, some of 
which come under the headings of scope, control criteria— 
isolation, effective control, secured borrowings, and collat­
eral. A few of the topics addressed are clean-up calls, dollar 
roll transactions, and transferor recourse provisions. The 
draft report was released for purposes of obtaining feedback 
and warns readers that several items may change pending 
the outcome of the FASB’s proposed interpretation or 
amendment of Statement No. 125 (discussed next).
• Proposed Interpretation or Amendment o f  FASB Statement 
No. 125. FASB continues to deliberate its proposal to either 
interpret or amend Statement No. 125. Initially, the pro­
posed interpretation or amendment was to address the ef­
fect of the Statement on EITF Issue No. 90-18, Effect o f  a 
“Removal o f  A ccounts” Provision on the A ccounting f o r  a 
Credit Card Securitization; however, the FASB later decided 
to consider defining and clarifying other issues. By midyear, 
FASB reached a number of tentative decisions, although 
these decisions are not considered final until the proposed 
interpretation or amendment becomes final.
Further information regarding the above projects may be obtained 
from the FASB's Web site at www.fasb.org.
Other FASB Statement No. 125-Related Development
• SEC Confirmation o f  Accounting Treatment o f  Securities Col­
lateral Received in Connection with a Securities Loan under 
FASB Statement No. 125. The SEC issued a letter in late
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1997, confirming the accounting treatment of securities 
received as collateral by an investment company in connec­
tion with a loan of its portfolio securities. The SEC no-ac­
tion letter specified that when an investment company does 
not have “effective control” over the securities received as 
collateral in connection with a loan of its portfolio securi­
ties, it is not required to record the securities received as its 
asset. Instead, the lent portfolio securities remain the lend­
ing company’s asset, and should continue to be reported as 
part of its portfolio with appropriate footnote disclosure as 
to the arrangement. Staff determined that the lending com­
pany did not have “effective control” per FASB Statement 
No. 125 because it was unable to pledge or sell the collateral 
received, or commingle it with other assets, and the bor­
rower was able to terminate the loan and require the lend­
ing company to return the collateral at any time.
Accounting for Derivative Instruments and Hedging Activities
How does implementation of FASB Statement No. 133 affect 
investment companies?
FASB Statement No. 133, Accounting fo r  Derivative Instruments 
and Hedging Activities (FASB, Current Text, vol. 1, sec. P16), es­
tablishes accounting and reporting standards for derivative in­
struments, including certain derivative instruments embedded in 
other contracts, and for hedging activities. This new Statement 
has minimal effect on most investment companies, and for the 
most part, decreases the disclosure requirements imposed on 
them. The Statement supercedes FASB Statement No. 105, Dis­
closure o f  Information about Financial Instruments with Off-B a l­
ance Sheet-Risk and  Financial Instruments with Concentrations o f  
Credit Risk (FASB, Current Text, vol. 1, sec. F25), and FASB 
Statement No. 119, Disclosure about Derivative Financial Instru­
ments and  Fair Value o f  F inancia l Instruments (FASB, Current 
Text, vol. 1, sec. F25). It carries forward the requirement under 
FASB Statement No. 119 to disclose the objectives, context, and 
strategies for holding and issuing derivatives. Qualitative disclo­
sures describing the overall risk management profile are encour­
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aged, but not required. FASB Statement No. 133 eliminates the 
requirement to disclose the average fair value of derivatives held 
for trading purposes. It also eliminates the requirement under 
both FASB Statement Nos. 105 and 119 to disclose the face or 
contract amount of derivatives held at the balance sheet date al­
though these amounts are typically disclosed in order to present 
details about the investments. In addition, requirements under 
FASB Statement No. 105 to disclose the nature and terms of fi­
nancial instruments with off-balance sheet risk and the cash flow 
requirements associated with them are also eliminated.
FASB Statement No. 133 is effective for fiscal years beginning on 
or after June 15, 1999, with early adoption permitted.
SOP 98-5, Reporting on the Costs of Start-Up Activities
How does implementation of SOP 98-5 affect investment companies?
In April 1998, AcSEC issued SOP 98-5, Reporting on the Costs o f  
Start-Up Activities. This SOP provides guidance on the financial 
reporting of start-up costs and organization costs, requiring these 
costs to be expensed as incurred.
The SOP broadly defines start-up activities and provides exam­
ples to help entities identify which costs are and are not within 
the scope of the SOP. As noted in paragraphs 22 and 23, the SOP 
exempts investment companies that meet certain criteria from re­
porting the effect of the initial application of the SOP as a cumu­
lative effect of a change in accounting principle. These entities 
should apply the SOP prospectively for all costs of start-up activ­
ities and organization costs incurred as of June 30, 1998. For 
these entities, costs previously deferred that continue to be re­
ported as assets should continue to be amortized over the remain­
ing term of the amortization period used by the entity, or a 
shorter period if the expected period of benefit is reduced. The 
unamortized balance of deferred start-up costs or organization 
costs and the remaining amortization period should be disclosed.
A comprehensive discussion of newly issued accounting literature 
appears in Audit Risk Alert—1998/99.
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References for Additional Guidance
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
at the end of this document. Many nongovernment and some 
government publications and services involve a charge or mem­
bership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset of the fax machine; others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Electronic bulletin board services and web sites allow users to 
read, copy, and exchange information electronically. Most are 
available using a modem and standard communications software. 
Some bulletin board services are also available using one or more 
Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All telephone numbers listed are voice lines, unless otherwise des­
ignated as fax (f) or data (d) lines.
This Audit Risk Alert replaces Investment Companies Industry De­
velopments—1997/98.
Auditors should also be aware of the economic, regulatory, and 
professional developments that may affect the audits they per­
form, as described in Audit Risk Alert—1998/99.
Copies of AICPA publications referred to in this document may be 
obtained by calling the AICPA Order Department at (888) 777- 
7077 or faxing a request to (800) 362-5066. Copies of FASB and 
GASB publications referred to in this document may be obtained 
directly from the FASB or GASB by calling the FASB/GASB 
Order Department at (203) 847-0700, ext. 10.
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Copies of federal documents referred to in this document are 
available for sale from the Superintendent of Documents, U.S. 
Government Printing Office, Washington, DC 20401; order 
desk telephone: (202) 512-1800; fax: (202) 512-2250.
The Audit Risk Alert Investment Companies Industry Developments 
is published annually. As you encounter audit or industry issues 
that you believe warrant discussion in next year’s Alert, please feel 
free to share them with us. Any other comments that you have 
about the Alert would also be greatly appreciated. You may email 
these comments to callen@aicpa.org or write to:
Catherine Allen, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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APPENDIX A
Auditor Web Sites
Name o f  Web Site
American Institute 
of CPAs (AICPA)
Financial Accounting 
Standards Board (FASB)
Securities and Exchange 
Commission (SEC)
Investment Company 
Institute
U.S. Department of 
the Treasury
Mutual Fund Magazine 
PointCast Network
Yahoo, Altavista
Internet Bulletin 
for CPAs
AMG Data Services 
Rutgers Accounting Web
Content
Summaries of auditing and 
other professional standards, 
legislative initiatives, and 
other AICPA activities
Summaries of recent account­
ing pronouncements and 
other FASB activities
SEC activities, public speeches, 
EDGAR filings, final and 
proposed rules
Site o f the mutual fund 
industry trade association; 
comprehensive fund flow 
information; current industry, 
economic, regulatory, and 
legislative information
IRS tax policy, tax forms, and 
frequently asked questions
Access to current and prior 
issues of M utual Fund 
Magazine, a weekly newsletter
Daily business news, including 
access to summaries o f articles 
from, e.g., the Wall Street Journal, 
the New York Times, Fortune, 
and M oney, custom-styled to 
the individual’s interests
Two of the best known “search 
engines” used to “surf the Net”
CPA tool for Internet sites, 
discussion groups, and other 
resources for CPAs
Up-to-date fund flow and 
asset information
Search engine, accounting 
resources
Internet Address
http://www.aicpa.org
http://www.fasb.org
http://www.sec.gov
http://www.ici.org
http: //www.ustreas.gov 
http://mfmag.com
http://pointcast.com
http://www.yahoo.com 
http: //www.altavista. 
digital.com
http://www.kentis.com/
ib.html
http: //www.amgdata.com
http: //rutgers.edu
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APPENDIX B
Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the U.S. Department of the Trea­
sury to issue regulations requiring financial institutions to file re­
ports, keep certain records, implement anti-money laundering 
programs and compliance procedures, and report suspicious 
transactions to the government (see 31 CFR Part 103). Failure to 
comply with BSA reporting and recordkeeping provisions may 
result in the assessment of severe penalties. Investment companies 
are defined as financial institutions under the Act (Title 31 USC 
5312(a)(1)), but are not currently required to report suspicious 
activity either by employees or by customers to the Treasury De­
partment, although a number of major investment companies are 
voluntarily complying with this provision. BSA implementing 
regulations require investment companies to file Currency Trans­
action Reports (CTRs) for cash transactions greater than $10,000 
(31 CFR 103.22). Other BSA rules governing the reporting of in­
ternational transportation of currency or monetary instruments 
(CMIRs) and foreign bank and financial accounts (FBARs) have 
not been modified since 1989 and 1987, respectively. However, on 
January 16, 1997 (see Federal Register) the Treasury issued a pro­
posal to expand the statutory definition of monetary instruments 
to include foreign bank drafts.
According to the National Association of Attorneys General, 
thirty states have enacted legislation prohibiting money launder­
ing. Additional states are currently considering such legislation.
On July 13, 1998 the European Union expanded the scope of Di­
rective 91/308/EEC to require auditors and lawyers to report suspi­
cious activity. This directive would apply to the audits of European 
operations and subsidiaries of domestic investment companies.
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